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“What Is the True Cost of Your Retirement Plan?”
By: Marietta E. Eason, A.C.A.
Bernard R. Meidinger and Associates
Louisville, Kentucky

Almost every employer provides some
form of a retirement program today for their
key (or all) employees or are considering
adopting one. Then the question arises “What
will be the cost?” There are two basic methods
which are commonly referred to as Insured
Plans and Trusteed Plans. There are several
different types of Insured Plans and various
combinations of Insured and Trusteed Plans
now in use. Whenever one decides to install
a plan, one must establish formal or informal
specifications so that costs can be compared.
The true cost of a pension plan is not com
monly understood. Pension costs are actuarial
matters and actuarial talent is seldom found
within the purchasing department of a Com
pany large or small. Therefore an understand
ing of what are true costs of a retirement
plan must be clearly stated. The true cost of
a retirement plan will be equal to the sum
of:
A. The Benefits actually paid under the Plan
Plus
B. The Expenses incidental to the operation
of the Plan
Less
C. Interest earnings and capital gains on
the Retirement Fund.
What you as an employer are currently pay
ing or thinking about paying towards a retire
ment program is an “Advance Installment” on
an estimate of the true cost, based on the
premium rates of an insured company or
actuarial information. The true cost of the
plan will not be known until the last retired
person has died and the final expenses paid.
In speaking of establishing specifications we
include how much the monthly retirement in
come will be, when payments will be due, and
whether or not death benefits and disability
benefits will be included.
After a decision has been reached that the
company will install a retirement program, then
the question arises, “What funding medium
shall we use?” The two primary methods are
Insured and Trusteed Plans. Among the In
sured Plan, there are three basic methods. They
are as follows:
I. Individual Policies: Here we establish a
trust and a purchase of an individual in
surance policy (usually some retirement
income or annuity contract) for each in
dividual covered. The annual contribution
of the employer is the amount required
each year from the date the employee

first enters the Plan until his normal re
tirement date to pay for the pension called
by the Plan. Future increases are pro
vided for the employee by purchasing
additional contracts.
This method is the most expensive of the
Insured Plans.
2. Group Annuity Contracts: Under what is
commonly referred to as a true group an
nuity contract, all employer contributions
are applied as received to purchase unit
of pension income (as credit under the
pension formula) payable at an employ
ee’s retirement date. Prior accrued income
of the installation date is provided by pur
chasing for each employee a paid up pen
sion income based upon the premium rates
contained in the group contract, and the
employee’s attained age and sex. The
basic characteristic of this type of con
tract is that the premiums required for a
given unit of income to be purchased each
year will increase as the employee grows
older.
3. Deposit Administration Contracts: Under
a deposit administration contract the in
surance company will maintain two funds.
One fund will be a pooled account with
out the allocation of funds to individual
employees, commonly referred to as the
Active Life Fund. The second fund will
consist of annuities purchased for retired
employees and is often referred to as The
Retired Life Fund.

Trust Funds
Under a trusteed plan, contributions of the
employer are paid to a corporate trustee under
the terms of a trust agreement. The appointed
trustee holds and invests such payments as a
separate fund without allocation to individual
employees active or retired. The amount of
the employer’s contribution is determined by
the employer’s actuary. Increases in the value
of the trust fund, in addition to the employer’s
contribution, consist of actual capital gains,
dividends and interest with all such gains taken
into consideration once each year by the
actuary in his actuarial valuation of the assets
and liabilities of the program. The employer
in conjunction with the actuary would estab
lish the assumptions made with respect to in
terest, mortality, employee turnover, etc., and
the method of computation of contributions to
be adapted.
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The responsibility for the investment of the
trust fund can rest with the trustee, with an
investment committee appointed by the em
ployer, with independent investment counsel
or be handled in any other manner which
might be decided upon by the mutual agree
ment of the employer and the trustee. Experi
ence more favorable than that assumed by the
actuary in determining the amount of contri
butions would be applied as gains to reduce
the future contributions of the employer. The
employer would retain the right to change the
trustee at any time and could amend the Plan
at his discretion. In the event of the termi
nation of the Plan, the disposition of the funds
would be determined by the applicable pro
visions of the Plan.
Pensions are paid directly from the trust
fund by the trustee at the direction of the
employer or a retirement committee appointed
by the employer. The amount of pension is
generally computed and certified to by the
employer’s actuary.
Expenses incurred in the operation of the
Plan may be paid from the trust fund or di
rectly by the employer. Expenses incurred
generally will be limited to the fees of the
trustee, actuary and legal counsel at the time
the Plan is installed.

Combination Plans
It is possible to combine some types of in
sured plans with a trusteed plan. This generally
is accomplished by creating a trust fund and
investing only a part of the contributions with
an insurance company. Insurance contracts
most frequently used for this purpose are
individual or group ordinary life policies and
deposit administration contracts. Although the
term “split funding” is sometimes used to
describe both arrangements, it is most often
used to mean the combination of a trust fund
with a deposit administration contract. Ordi
nary life coverages (or group term insurance
contracts) are often used when the Plan is
to provide death benefits for beneficiaries of
employees who die prior to retirement. The
basic characteristics of the particular insured
plan and the trusteed plan are combined in
this approach. With proper selection of type
and form of insurance contract and sound de
sign, however, the combination plan can be
administered very similarly to a fully trusteed
plan. Funds held by the insurance company
for investment, in such cases, are often con
sidered as comparable in purpose to the fixed
income segment of the investment portfolio of
a fully trusteed plan. The combined plan, how
ever, will reflect differences in expenses, yield,
flexibility, etc.
Many employers do not fully understand
the various funding media available and
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make their purchase with considerably less
knowledge of products and cost than they
would insist upon in other phases of their
business operations requiring substantially
smaller expenditures of money. Others look at
only one type of funding medium without
investigating others, and not being satisfied,
deprive themselves of the benefits of installing
a Plan or the possible economies of changing
to another method of providing benefits.
As an Employer, which medium of funding
shall I employ? There are various methods of
determining costs to provide desired pension
benefits. One solution would be to employ
the services of a qualified independent firm
of actuaries and employee benefit consultants.
This can save an employer time and money
and give him assurance that facts and figures
will be impartially presented. An employer
would do well to be armed with the following
check list as he analyzes the variety of funding
media at his disposal.
(1) Rate of Contribution: Since the true
or ultimate costs of a Pension Plan will not
be known until the last pensioner has died
and the last expenses paid, it is necessary to
estimate in advance what the true costs are
likely to be so that the employer can cur
rently make contributions in advance to
wards these costs. An employer should be
aware of the fact that there are a number
of different ways to compute advance con
tributions. Therefore, any cost comparisons
must be prepared using the same method of
computation.
(2) Expenses: Expenses mean expenses
incurred which are incidental to the opera
tion of the Plan. In any cost comparison
between the various methods which may be
used to invest the Pension Fund, the bene
fits should first be established and be the
same for each funding medium, thereby
isolating the variables of expenses and yield.
An employer in examining which method
should be used to provide pension benefits
should be aware of the following types of
expenses since they will vary from one type
of funding medium to another.

Insured
Trusteed
A. Commissions
A. Actuarial Fees
B. State Premium
B. Administrative
Taxes (if any)
Fees
C. Federal Income C. Investment Fees
Taxes (depend
ing upon treatof the particular
Insurance Co.)
These expense items have a direct and im
portant bearing on the long run cost of a
retirement plan to the employer. It is ap
parent from this true cost formula that if

Administration Contract and $4.3 million
under the Individual Contracts. This com
parison does not take into consideration
differences in the investment yield that
would occur in actual practice.
(3) Yield: Probably no element making
up the true cost of a Pension Plan is more
significant than the yield or rate of return
earned on the pension fund. Yield will vary
between insurance companies, as well as
between individual insurance companies and
trustees. With respect to the differences be
tween insurance companies and trustees, any
difference in a large part can be attributed
to investment restrictions of each institution.
For example, an insurance company can
invest only a very small portion of its as
sets in common stocks whereas corporate
trustees usually have no such restriction.
Recent statistics on a national basis indicate
that an average of some 25% of trust funds
today are invested in common stocks. The
dramatic effect which the rate of return on
the pension fund can have on the cost of the
Plan to the employer can clearly be seen
when it is realized that a ½ of 1 % increase
in investment return can result in a reduction
of approximately 12% in the true cost of a
Pension Plan.
Many employers experience some con
fusion in analyzing yield under true group
deferred annuity contracts and deposit ad
ministration contracts. This is caused no
doubt by the existence of two interest rates.
The two interest rates are the so called
“guaranteed” rate and the “interest cred
ited” rate. The guaranteed rate is the
minimum contract interest rate; usually
guaranteed for the first five contract years
only. The interest credited rate is the rate
credited by the insurance company to what
might be called an “experience fund” or
“cost accounting fund” which is established
for each contract or class of contracts to
determine when and how much of a dividend
should be paid. The latter interest rate re
flects the insurance company’s overall in
vestment experience for the year and is not
guaranteed. With but few, if any, exceptions
the interest credit rate will be higher than
the guaranteed interest rate. Few em
ployers would adopt a group annuity con
tract of any type, if they did not expect
the actual interest credited to exceed the
guaranteed rate. Direct employer realization
of the interest rate credited to his contractin the form of reduced costs—will not occur
until the Insurance Company declares and
pays a dividend.
(4) Guarantees: As between insured plans
and trusteed plans, there is probably no
area of greater confusion than the matter of

benefits and yield are the same in any
comparison of funding media, the only
variable remaining for examination would
be the expenses involved in the operation of
each type of funding medium.
What effect will the expenses have on
the long range true cost of a pension pro
gram? A recent study examined the long
range cost of a Trust Fund, Deposit Ad
ministration Contract and Individual Re
tirement Annuity Contracts assuming that
benefits and yield under each are the same.
In the case of benefits, it was assumed that
each plan provided a monthly life annuity
of $100 per month payable at age 65. The
study included 564 employees ranging in
age from 30 to 64. For the purpose of this
study, it was assumed that the hypothetical
company hired no new employees and that
deaths of covered employees occurred in
accordance with the 1951 Group Annuity
Table. Some recognition was made of ex
pected terminations for reasons other than
death through the use of modest withdrawal
rates. These assumptions in turn permitted
the assumption that 10 employees would
reach age 65 and retire each year. In the
case of the insured plans, allowances were
made for dividends and for other credits
occurring upon termination of employment.
It was assumed that the Deposit Adminis
tration Contract and the Trusteed Plan
earned the same net yield of 3½%.
CONTRIBUTION

$121,494
COMPARISON

$ 86,780
$ 80,931

Trusteed
Plan

De posit
Administration
Contract

Individual
Retirement
Annuity
Contracts

The above chart shows the end results of
this study in the form of the average annual
company contribution under each of the
three funding media examined. The period
of time involved was a 35 year period, at
the end of which complete provision has
been made for the last employee then
reaching age 65 and retiring on a monthly
life annuity of $100 per month. Over the 35
year period, the employer would have con
tributed a total of $2.8 million under the
Trusteed Plan, $3 million under the Deposit
11

“guarantees.” No contractual guarantees are
requirements of the Code and Regulations,
provided by the trustee of a trust fund,
beyond this an employer will have varying
whereas insurance companies do provide
degrees of discretion depending upon
certain minimum guarantees with respect to
whether the Fund is invested with an insur
principal, premium rates and interest. How
ance company or trustee. For example, it
ever, even among the various forms of in
is obvious that the use of an insured Plan
sured plans there will be a difference as to
makes impossible any control on the part
the extent of the guarantees offered. In the
of the employer in determining the invest
final analysis, only the employer is fully
ment of the pension fund. Likewise, any
capable of guaranteeing the benefits. If he
amendment to the Plan must be approved
is not financially capable of continuing the
by an insurance company if benefits or
Plan, neither a trustee nor an insurance
other provisions are changed. Whereas the
company will pay the benefits.
employer alone under a trusteed plan, may
(5) Net Outlay Requirements: The term
amend the Plan so far as benefits and ad
“outlay” means the amount of advance con
ministrative provisions are concerned. Final
tribution being made towards actuarial esti
ly, the right of an employer to change the
mates of what the true cost of the pension
method of investing funds is a matter which
should be considered, since under certain
plan is likely to be. Of the various funding
media, some enable a more realistic ap
types of insured plans, the right to with
proach to estimating true costs of the plan.
draw funds is either restricted or prohibited.
For example, only under trusteed plans and
These are some of the many items which
insured deposit administration plans is it
an employer should consider in examining
possible to anticipate in advance employee
his choice of the method to be used to
turnover or future increases in employee
finance a pension program. It goes without
earnings. Thus, current contributions, or
saying than an employer wishing to do a
outlay, may be too high under individual
thorough job of cost analysis will need pro
policy or group annuity plans since it is
fessional advice and independent counsel.
not possible to make any advance discount
for expected terminations of employment. To Conclusion
the extent increases in pensions due to
A business decision is only as good as the
expected increases in employee earnings facts and other information which serve as
are not recognized in the computation of the basis for the decision. Incomplete or
the current contribution or outlay, too little garbled facts can cause wrong and costly de
money may be going into the Plan.
cisions to be made in the choice of method to
This matter of establishing assumptions provide pension benefits as in any other busi
as to future experience is important in an ness decision. While the field of pension plan
other respect. Any comparisons of deposit ning may well be foreign to the average
administration and trusteed plans must, of business executive, it need not be.
course, make certain that the same assump
The cost structure and operation of a pen
tions are used. There is great potential sion program are not difficult to understand
danger in the comparison of various insur and can be made a part of management knowl
ance proposals by the nontechnician.
edge as easily or even more easily than other
(6) Flexibility: The degree of control technical or complex phases of today’s modern
which the employer alone exercises in the business operation. Increased management
amendment of the Plan, the administration knowledge of the technicalities of pension
of the Plan, and the investment of the fund funding combined with the professional services
is flexible. Although every pension plan, of independent consultants and actuaries
if it is to be qualified with the Treasury De should assure the proper selection of a funding
partment, must be operated to meet the medium.
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